This paper investigates the extent, determinants, and implications of the political connections of firms at the peak of democracy in prewar Japan, identifying a firm as politically connected if one of its directors was simultaneously a member of the House of Representatives. We analyze the data of publicly traded companies in the periods before and after the 1928 and 1930 general elections. It is found that almost 20 % of publicly traded companies had political connections through politician directors. Regressions analyses reveal that smaller or badly performing firms and firms in the electric utilities and railroad industries, where government licenses were important, were more likely to have political connections. Furthermore, we find that the stock returns of firms that had new political connections improved from the pre-election period to the post-election period.
Introduction
Anecdotal evidence from various countries indicates that firms with political connections can obtain various benefits through preferential treatment for government procurement, easier access to public fund, tax exemptions, and so on. Motivated by these observations, many studies have addressed the issue of the political connections of firms in the field of political science as well as economics. Various studies have examined whether politically connected firms actually benefit from those connections (Khwaja and Mian, 2005; Faccio et al., 2006; Claessens et al., 2008; Goldman, 2013 among others). 1 For example, Faccio (2006) analyzed the data of listed companies in 47 countries and found political connections in many countries (35 countries); further, political connections enhance firm values, especially in countries with weak political institutions. Fisman (2001) , Johnson and Mitton (2003) , and Goldman et al. (2009) confirmed that political connections increase firm in developing as well as developed countries. However, focusing on newly privatized firms in China, Fan et al. (2009) revealed that political connections have negative effects on the post-IPO performance of firms. Thus, the empirical results on whether political connections add to firm value are mixed. This paper investigates the extent and implications of the political connections of firms with a focus on prewar Japan. Prewar Japan has a number of features that make it attractive for research on this issue. First, many firms had political connections in prewar Japan. In fact, political connections were much more pervasive in prewar Japan compared to not only contemporary Japan but also the rest of the contemporary world.
Second, it is remarkable that democracy was fairly developed in Japan by the early 1930s. The 1 Khwaja and Mian (2005) and Claessens et al. (2008) investigate whether politically connected firms actually obtain preferential treatments for debt financing based on data collected from Pakistani and Brazilian firms, respectively. Faccio et al. (2006) examine whether politically connected firms are likely to be bailed out based on cross-country data. Goldman et al. (2013) analyze whether political connections affect government procurement contracts using data from the U.S.
Constitution of the Great Japan Empire, which was promulgated in 1889, prescribed the status of the Diet (Teikoku Gikai). Although the role of the Diet was formally limited to the support of the Emperor (kyosan), in reality the Diet had legislative power and the power to approve the national budget. The Diet was composed of the House of Peers (Kizoku-in) and the House of Representatives (Shugi-in), both of which had essentially the same powers. While the members of the House of Peers were appointed by the Emperor from among peers, high tax payers, scholars, and so on, the members of the House of Representatives were appointed by the public through a general election. By the amendment of the Election Law in 1925, universal male suffrage was introduced, where all male citizens aged 25 and above had the right to vote in the general election. Simultaneously, the authority of the House of Representatives increased, which was reflected in the appointment of the Prime Minister. Throughout the prewar period, the Prime Minister was appointed by the Emperor based on the recommendation of a small number of informal political leaders called Genro, who were the people with merits in the Meiji Restoration. It was the de facto rule (Kensei no Jodo) that the Genro recommended the leader of the political party that had the majority at the House of Representatives as the Prime Minister from 1925 until 1932, when a military coup overthrew Inugai Tsuyoshi's cabinet (the May 15 Incident). Thus, the de facto parliamentary cabinet system worked in Japan from 1925 to 1932.
It has been said that under this system, the role of political parties and Diet members became more significant, and business people were interested in establishing connections with Diet members.
For instance, Masumi (1979) , which is a standard reference on Japanese political history, stressed that the relationship between the major political parties and private firms became closer during (and after) the WWI period because the political parties came to need more money for elections, while the private firms wanted to have connections with the political parties to obtain more political power (pp. 232-233) . 2 However, to the best of our knowledge, there is no study that provides hard evidence about the effects of political connections on private firms. Therefore, this paper investigates the political connections of firms, the changes in these connections before and after the general elections of February 1928 and February 1930 (the sixteenth and seventeenth general elections), and the implications of these connections. The 1928 General Election was the first general election after universal male suffrage was established. These were the only two general elections held under the de facto parliamentary cabinet system that was discussed earlier. Thus, we explore the extent and implications of the political connections of firms in prewar Japan during the peak of democracy.
From the perspective of the economy, the development of the Japanese economy was accelerated during WWI. Many new industries (including the metal, machinery, and chemical industries) grew rapidly because imports from Europe declined sharply due to the war. In addition, the industries that provided public utilities (such as electricity, transportation, and communication) to these industries expanded as well. In the late 1910s, many of the growing firms raised funds from the capital market, and the number of firms listed on the Tokyo Stock Exchange increased sharply (Hamao et al., 2009) . After WWI, the Japanese economy experienced a long period of depression until the early 1930s because of harsh international competition and the instability of the financial system; many firms faced financial distress. The expansion of the industries and the capital market during WWI enables us to use the stock price data as well as the financial data of a sufficient number of firms. Further, we assume that the difficult environment for industries and firms after WWI would make political connections valuable.
Thus, we assume that focusing on Japan in the late 1920s and the early 1930s would be advantageous in the examination of the role of the political connections of firms in a democracy. The 2 See also Masumi (1988, pp. 97-98) .
rest of the paper is organized as follows. Section 2 describes the characteristics of political connections in prewar Japan. Section 3 explains the empirical methodology of this study, and Section 4 presents the empirical results. Section 5 concludes the paper.
Identifying connections between firms and politics
We identify the connections between firms and politics following Faccio's (2006) definition of politically connected firms. Faccio (2006) identified a firm as politically connected if at least one of the top officers or large shareholders either is a member of parliament or a minister or has a close relationship with a member of parliament or a minister. 3 In this paper, we identify a firm as politically connected if the firm had at least one director or auditor who was simultaneously a member of the House of Representatives. For the reasons stated in the Introduction, we focus on the political connections of firms before and after the general elections in February 1928 and February 1930 (the sixteenth and seventeenth general elections).
The sample firms are those firms whose directorship data and financial data are available in the Kabushiki Nenkan ("Corporate Stock Yearbook") published by Osakaya Shoten and the Ginko Kaisha Yoroku ("Directory of Banks and Companies") issued by Tokyo Koshinjo, and whose stock price data are simultaneously available in Diamond, a major economic magazine published every ten days. Using the 1928 and 1930 issues of Kabushiki Nenkan and Ginko Kaisha Yoroku, we obtained the data about the directors and auditors of the sample firms just before the general elections in 1928 and 1930. 3 In Faccio (2006) , the definition of "close relationships" is used to capture the boarder connections between firms and politicians. Firms that have close relationships are defined as those that are closely related to a top official. The definition of close relationship is split into several types of connections. For instance, close relationships include cases where one of firms' top officers or large shareholders is a relative or friend of a member of parliament (or a minister) as well as cases where one of firms' top officers or large shareholders is a politician in another country or is known to be associated with a political party.
Diamond provides the stock price data of major companies every ten days. From this source, we constructed the dataset of the monthly stock prices for the sample firms. Since we want to calculate the stock returns for specific time windows (from 1 month to 5 months before and after the Finally, we exclude those firms whose accounting years ended after February of the election year, from the samples, because we want to focus on cases where the existing directors and auditors of the firms were elected to be Diet members. In addition, to reduce the effect of outliers, we exclude those firms whose monthly stock returns were higher than 100%. Consequently, the samples included 398 firm-year observations-194 firms for year 1928 and 204 firms for year 1930. Table 1 shows how pervasive the political connections were among the major firms in Japan in the 1920s. Panel A represents all the firms whose directorship information is available in the Column 3 of the sample for all firms (1) in Panel A ("Total") shows that 176 of the 1,136 firms were politically connected after the elections (ratio: 15.5%). Of these 176 politically connected firms, 129 firms had been politically connected before the election as well, which implies that the political connections were consecutively retained. Splitting the sample for the years 1928 and 1930 ( (2) and (3)), we find that while the number of politically connected firms in the post-election period was 100 out of 559 firms (17.9%) for 1928, the number of politically connected firms was 76 out of 577 firms (13.2%) for 1930. That is, the percentage of politically connected firms decreased substantially from 1928 to 1930.
The results in Panel B about our sample firms are qualitatively the same as those in Panel A.
Of the 398 firms in our samples, 78 firms (19.6%) had political connections after the election. The ratio of politically connected firms in the post-election period in our sample is a little higher than that of the total major firms in Panel A. When we split the samples into those for 1928 and for 1930, the percentage of politically connected firms in the post-election period was 22.2% in the former, while it was 17.2% in the latter. As in Panel A, the percentage of politically connected firms in the post-election period declined substantially from 1928 to 1930.
We can compare the results of Panel B with the results reported in Faccio (2006) , who used data on publicly traded companies from 47 countries. According to Faccio (2006) , in 2001, the ratio of politically connected firms to the total number of publicly traded firms was 1.34% in Japan and 2.68% in the world. That is, the ratio of politically connected firms in prewar Japan was much higher than that in contemporary Japan and the world. The ratio is close to the ratios in contemporary Indonesia (22.8%), Malaysia (19.8%), and Russia (20.0%), where political connections are the most prevalent among the 47 countries that were studied.
The difference in the results between prewar and contemporary Japan may reflect the difference in institutional quality. Faccio (2006) found that the incidence of political connections is higher in countries with political corruption and weak restrictions on political conflicts of interest. According to the recent corruption perception index compiled by Transparency International, Japan is evaluated as a relatively clean country. 4 Table 2 shows the percentages of politically connected firms in the post-election period by industry based on our sample firms. We classify the sample firms into 13 industries according to the industry categories in the Kabushiki Nenkan. The percentage of politically connected firms was higher in the electric utilities industry (45.0%), the sugar industry (31.2%), and the railroad industry (29.6%). For public utilities industries such as the electric utilities and railroad industries, government licensing is generally important. Ramseyer and Rosenbluth (1995) state that, according to the Light Railroad Subsidy Act amended in 1921, the Japanese government gave generous subsidies to private railroad companies, especially to small and unprofitable ones. Moreover, the government had immense influence on private railroad companies since it granted licenses. It is notable that companies in the sugar industry had many offices and plants in Taiwan, which was a Japanese colony. Therefore, we can infer that the value of political connections was higher in these industries. 5 Table 3 breaks down the results of Panel B of Table 1 based on the position of the politician in the firm. The positions that we consider are president, executive director, ordinary director, and auditor. 6 Panel A of Table 3 reports the number of politically connected firms by the position of the politician directors in their firms and their percentages in the 398 sample firms. While the number of firms where at least one of the directors or auditors was a member of the House of Representatives was 45 (11.3%) and 28 (7.0%), respectively, the number of firms where at least the president or one of the executive directors was a member of the House of Representatives was 10 (2.5%) and 8 (2.0%), respectively. Even when we examine the data by year, the results are similar. Hence, we can conclude that the firms tended to have political connections through ordinary directors and auditors rather than through presidents and executive directors. Table 3 reports the number of politician directors by their position in the firms. 7 We find that the number of ordinary directors and auditors is much larger than that of presidents and executive directors. On the other hand, the percentage of politician directors among the total directors in each position was not substantially different across the positions. These observations suggest that the result in Panel A of Table 3 reflects only the difference in the number of people across the positions. Finally, the results for 1928 and 1930 show that the percentage of politician directors decreased from 2.50% to 1.94% between these two years, which is consistent with the results in Table 1 .
Panel B of

Empirical strategy
Using the samples described in the previous section, we examine what characteristics the politically connected firms had, and how the political connections affect firm values. In order to identify the effects of political connections, we split the sample firms into the following four groups based on the political connections that the firms did or did not have and assigned those groups four dummy variables: PC01, PC11, PC00, and PC10. The dummy variable PC01 takes the value one if a firm had no political connections in the pre-election period but had political connections in the post-election period, and zero otherwise. Hereafter, we refer to those firms whose PC01 equals one as PC01 firms. The PC01 firms were firms that newly obtained political connections through the election.
The dummy variable PC11 takes the value one if a firm already had political connections in the pre-election period and had political connections in the post-election period as well, and zero otherwise. In other words, the PC11 firms continuously had political connections before and after the election. The dummy variable PC00 takes the value one if a firm had no political connections in the pre-election and post-election periods, and zero otherwise. We use the PC00 firms as a benchmark to estimate the effect of political connections on firm values. Finally, the dummy variable PC10 takes the value one if a firm had political connections in the pre-election period but no political connections in the post-election period, and zero otherwise. That is, the PC10 firms are those that lost political connections through the election.
Determinants of political connections
We estimate the determinants of politically connected firms, i.e., what attributes of firms affected the probability that a firm has political connections. To see that, we conduct simple Probit regressions using panel data consisting of firms for the years 1928 and 1930. The equation to be estimated is given in Eq. (1):
where PC_type is a dummy variable that indicates whether a firm is politically connected or not. We use the four dummy variables PC00, PC01, PC11, and PC10 as well as another dummy variable PC,
which takes the value one if a firm was politically connected in the post-election period, and zero otherwise. In other words, PC = PC01 + PC11. We estimate Eq. (1) using these dummy variables as the dependent variable. By comparing the estimated results, we can examine the relationship between the types of political connections and the firms' attributes.
With respect to explanatory variables, Size indicates the firm size measured by the log of total assets. Agrawal and Knoeber (2001) used firm size as a measure of the importance of politics; they assumed that larger firms tend to face more intensive political oversight. They found that firm size had a positive and significant effect on the number of politically experienced directors in manufacturing firms in the U.S. in the late 1980s. However, small firms could also have incentives to have political connections. For instance, smaller firms might have competitive disadvantages over larger ones. If this were the case, smaller firms would have more incentives to obtain benefits from the government through political connections. Hence, the net effect of firm size on the incidence of political connections is not clear in advance.
The variables ROA and Debt indicate the return on assets (ROA) and the debt to asset ratio, respectively. These variables indicate a firm's profitability and financial risk. We use industry-adjusted values of these variables in the estimation. These variables are used to examine the relationship between firm performance and the incentive to have political connections. We expect firms that are performing badly to be more likely to have political connections in order to revive their performance than those that are performing well. If this is indeed the case, the coefficient of the industry-adjusted ROA is expected to be negative and that of the industry-adjusted debt ratio is expected to be positive. The dummy variable DUM_1928 takes the value one if the observation is for year 1928, and zero otherwise. The industry dummy variables are also included in the explanatory variables. In the estimation, we use the robust-standard errors clustered at the industry and year levels.
Effect of political connections on firm value
To examine the value of political connections, we compare the monthly stock returns of the politically connected firms and those of the non-connected ones. 8 For the analyses, we should be careful about the endogeneity between the stock returns and the firm's decision about political connections. That is, although the general election was exogenous to each firm, a firm's decision to make some of its board members run for the election may be related to the firm's characteristics and performance. Taking this potential endogeneity between stock returns and political connections into consideration, we use the difference-in-differences (DID) approach in our analysis. To be specific, we compare the differences in the stock returns of the politically connected firms (treatment group) and those of the non-connected firms (control group) from the pre-election period to the post-election period. The PC00 firms, which had no political connections in the pre-election and post-election periods, are used as the control group. For the treatment group, we principally focus on the PC01 firms (which had no political connections before the election but had political connections after the election) to capture the effect of the event where a firm newly obtained political connections on the firm's value. We also conduct DID analyses using the PC11 and PC10 firms as the treatment groups to compare the DID results of the three categories of firms (PC01, PC11, and PC10 firms). By comparing the DID results of the PC01 and PC11 firms, we can evaluate the effect of the event where a firm newly obtained political connections using the performance of the firms that continuously had political connections (i.e., the PC11 firms) as the benchmark. Further, by comparing the DID results of the PC10 and PC00 firms, we can evaluate the effect of losing political connections.
The key variable in this context is the stock return of each firm, which is supposed to capture the evaluation of the firm by the capital market. We measure the stock return by the buy-and-hold abnormal returns (BHARs) using the monthly stock price data. The intervals to measure the BHARs are from one month to five months in both the pre-election period as well as the post-election period.
The n-month BHAR in the pre-election period (PRE_BHAR) is defined in Eq. (2):
( 2) where R t im is the monthly stock return of firm i in month m of year t; m equals zero in the election month. R t bm indicates the benchmark return. The average value of the returns for all the firms in the sample is used as the benchmark return. PRE_BHAR n i,t indicates the BHAR for the n month before the election. We estimate PRE_BHAR with respect to each interval from one month to five months (n = 1…5). We calculate these PRE_BHAR values using the samples of firms for the years 1928 and 1930 (t = 1928 and 1930) .
The n-month BHAR in the post-election period (POST_BHAR) is defined in Eq. (3):
where PRE_BHAR n i,t indicates the BHAR for the n month after the election. As with the case for PRE_BHAR, we estimate POST_BHAR with respect to each interval from one month to five months.
In the DID analyses, we compare the changes in the BHAR values of the treatment groups and the control group from the pre-election period to the post-election period. The difference in BHAR is defined in Eq. (4):
where dBHAR n i,t indicates the difference between the n-month BHAR in the post-election period (i.e., POST_BHAR) and that in the pre-election period (i.e., PRE_BHAR). In the DID analyses, we compare the dBHAR values of the treatment groups (i.e., the PC01, PC11, and PC10 firms) and the control group (the PC00 firms). This is why we use BHAR as the measure of firm performance in the analyses in the following section that use the pooled samples for 1928 and 1930. Table 5 shows the estimated results of the determinants of political connections (calculated using Eq. (1) in Section 3.1). In Columns 1-3, we use the dummy variable that indicates whether a firm was politically connected in the post-election period (PC) as the dependent variable. The coefficient of firm size is negative and statistically significant in Columns 1-3, which suggests that smaller firms were more likely to have political connections compared to larger firms. This result can be interpreted as an indication that smaller firms had greater incentives to have political connections in order to get support from the government for competing with large firms. The dummy variables representing the electronic utilities, railroad, and sugar industries have positive and statistically significant coefficients, which suggests that firms in these industries were more likely to have political connections compared to firms in other industries. The coefficient of the industry-adjusted ROA is negative and that of the industry-adjusted debt ratio is positive in Columns 1 and 2, respectively. Both the coefficients are statistically significant. These results indicate that the firms that were performing badly were more likely to have connections with politics compared to firms that were performing well. However, in Column 3, while the negative effect of the industry-adjusted ROA disappears, the effect of the industry-adjusted debt ratio is still negative and statistically significant at the 1% level. That is, the effect of the debt ratio on political connections is stronger. From this result, we can infer that firms with higher risk would try to obtain benefits from their political connections to revive their performance.
Empirical results
Results of the determinants of political connections
We estimate Eq. (1) using PC01, PC11, and PC10 as the dependent variables. 10 We use the dummy variables PC01, PC11, and PC10 as the dependent variable in Columns 4-6, Columns 7-9, and Columns 10-12, respectively. In the estimation, we consolidate some industry-dummy variables into the dummy variable indicating all the manufacturing industries (All manufacturing) and the dummy variable indicating the other industries because the original industry classification was so small that several industries had no firms for which PC01, PC11, or PC10 takes the value one.
In Columns 4-6 and 7-9 (where the dependent variables are PC01 and PC11, respectively), we obtain results similar to those in Columns 1-3. That is, firms that were smaller and performed badly were more likely to have political connections. On the other hand, in Columns 10-12 (where 10 In the estimations, we compare the PC01, PC11, and PC10 firms with the PC00 firms.
the dependent variable is PC10), the coefficients of firm size, industry-adjusted ROA, and debt ratio are not statistically significant. Since the PC10 firms had political connections in the pre-election period but lost them after the election, it can be interpreted that these firms might have fewer incentives to hold political connections because their performance was no longer bad. 11 With respect to the industry dummies, the coefficient of the dummy variable for the electric utilities industry is positive and statistically significant in all the cases (in Columns 4-12), and that of the railroad industry is positive and statistically significant in Columns 7-12. 12 The PC11 firms and the PC10 firms include the firms that had political connections in the 1924 election (the previous election), and the PC01 firms include the firms that did not. 13 Hence, we can infer that it was important for the railroad industry to build political connections before the mid-1920s. Thus, the results confirm that the firms in those industries where government licensing was important were more likely to have political connections compared to the firms in other industries.
Results of the effect of political connections on firm value
Difference-in-differences analyses
We conduct difference-in-differences (DID) analyses on the BHAR values (Table 6) . That is, we compare the changes in BHARs of the treatment group and the control group from the pre-election period to the post-election period. 14 In the analyses, we use the PC01, PC11, and PC10 11 When we compared the industry-adjusted ROA and debt ratio of the PC10 firms and the PC00 firms, the results confirmed that the values were not significantly different between the two groups. However, when we compared these values of the politically connected firms in the post-election period (PC01 and PC11 firms) and the PC00 firms, the results confirmed that the industry-adjusted debt ratio of the politically connected firms was higher and statistically significant than that of the PC00 firms. That is, the financial performance of the PC10 firms was not bad compared to that of the other categories of firms. 12 Hara (1983) pointed out that some industries (including the public utilities industries and the construction industry) that depended on public orders tended to have connections with politics (pp. 191-192) . 13 The PC11 and PC10 firms in the sample for year 1928 had directors on their board who won the 1924 election. 14 In the analyses, we selected sample firms that are available in the pre-election and post-election firms as the treatment groups and the PC00 firms as the control group.
First, we compare the BHARs of the PC01 firms (1) and the PC00 firms (4). In the pre-election period, the BHAR of the PC01 firms was substantially lower than that of the PC00 firms.
For instance, with respect to the 5-month returns, the BHAR of the PC01 firms was lower than that of the PC00 firms by 8.37% (-7.46% vs. +0.91%). 15 On the other hand, the BHAR of the PC01 firms in the post-election period was higher than that of the PC00 firms. Thus, the difference in the BHARs of the PC01 firms between the pre-election and post-election periods was substantially larger than that of the PC00 firms. Moreover, the results of the DID analyses ((1)-(4)) are statistically significant in the case of the 4-month and 5-month intervals. In other words, the stock returns of the PC01 firms showed more improvement from the pre-election period to the post-election period compared to those of the control group (the PC00 firms). These results indicate that the stock market anticipated that firms would benefit from connections to politics, which is consistent with Faccio's (2006) result based on cross-country data.
Second, we conduct DID analyses of the PC11 (3) and the PC00 firms (4). The BHAR of the PC11 firms was negative or near zero in the pre-election and post-election periods. As confirmed in the results of the DID analyses ((3)-(4)), the difference in the BHARs of the PC11 firms between the pre-and post-election periods was not significantly different from that of the PC00 firms. That is, the stock returns of the PC11 firms did not improve from the pre-election period to the post-election period compared to those of the control group (the PC00 firms). This result suggests that the firms that had political connections before the election did not obtain additional benefits from continuing periods to calculate the difference of the BHARs from the pre-to post-election periods (dBHAR) with respect to each sample firm. 15 The share of the PC00 firms among all the sample firms is more than 75%. Therefore, the movement of stock returns in the PC00 firms was similar to the market returns (i.e., the benchmark return), which was defined as the average value of the stock returns of all the sample firms. Actually, the BHARs of the PC00 firms are near zero compared to those of the other categories (i.e., the PC01, PC11, and PC10 firms).
their connections to politics. On the other hand, as saw above (the results of DID (1)-(4)), firms obtained benefits from the political connections that were newly generated in the election Thus, the stock market positively evaluated the new political connections of firms.
Third, we conduct DID analyses of the PC10 firms (2) and the PC00 firms (4). Since the PC10 firms had political connections before the election but lost them after the election, the DID results can be interpreted as the value of losing political connections. The BHAR was negative in all the intervals in the pre-and post-election periods, which suggests that the PC10 firms performed badly in these periods. The DID ((2)-(4)) results are not statistically significant. Therefore, there is no evidence that losing political connections causes firms to suffer from a decline in stock returns. 16 Additionally, we conduct DID analyses of the PC01 firms (1) and the PC10 firms (2) to examine the difference between the value of building political connections and that of losing them. The DID ((1)- (2)) results indicate that the change in the stock reruns of the PC01 firms was significantly higher than that of the PC10 firms in the 4-month and 5-month intervals. However, the DID ((1)- (2)) results (between the PC01 and PC10 firms) are hardly different from those of the DID ((1)-(4)) analysis (between the PC01 and PC11 firms). Therefore, we conclude that these results are most likely caused by the effect of having political connections.
In summary, we obtained strong evidence that the stock market anticipated that firms would benefit from building political connections. However, even though firms that already had political connections before the election retained these connections after the election, these firms did not obtain additional benefits from the political connections. Therefore, the stock market evaluated new political connections to be valuable. Further, we could not confirm the negative effect of the loss of political connections on firm value.
We can find anecdotal evidence that is consistent with our findings that the firms in the public utilities industry tended to have more political connections, and that such political connections generally added to the value of these firms. The Records of the culture and geography of Shinshu district speak of Gorouemon Ihara, who was an executive director of Ina Electric Railroad Co. Ihara was a famous entrepreneur who ran for the general election twice. Although he lost the election in 1915, he won the election in 1928. His decision to run for the election indicates that he considered the best way to complete his railroad business was to become a politician. He seems to have had a clear intention of obtaining some benefits for his business by becoming a politician. 17
Robustness checks
In this study, we conducted DID analyses to control for the endogeneity of the political connections of firms. However, the DID analyses assumed that the treatment groups and the control group have the same trend of change in the stock returns over the pre-election and post-election periods, except for the effect of the election. If this assumption does not hold, we have no guarantee that the DID results are unbiased. Therefore, to validate the robustness of the results, we extend the DID analyses conducted in Table 6 by combining them with propensity score matching. This approach allows us to compare two homogeneous groups. Consequently, the assumption described earlier is more likely to hold. First, we calculate Eq. (1) in the propensity score estimations, where the dependent variables are PC01, PC11, and PC10; that is, we use the estimated results of Columns 6, 9, and 12 of Table 5 , respectively, to calculate the propensity scores. Second, we conduct treatment effect estimations based on these propensity scores. The matching algorithm to find the 17 The differences in the BHARs of Ina Electric Railroad from the pre-to post-election periods of 1928 were 21.1% (1-month period), 6.8% (2-month period), 10.9% (3-month period), -4.5% (4month period), and -0.4% (5-month period). Therefore, Ina Electric Railroad enjoyed higher stock returns just after the election; however, the returns were not always higher than those of the control sample 4-5 months after the election.
closest controls (the PC00 firms) is three-nearest neighbor matching. 18 Table 7 presents the results of the treatment effect estimations of the impact of political connections on the value of firms. In Panel A of Table 7 , we compare the differences in the BHARs of the PC01 and PC00 firms from the pre-election to post-election periods. The differences in the BHARs of the PC01 firms are higher than those of the PC00 firms in all the intervals (from 1-month to 5-month intervals), and the DID values are significant in the 2-month, 4-month, and 5-months intervals. That is, the stock returns of the PC01 firms improved during the pre-and post-election periods compared to the corresponding control group (the PC01 firms). The DID values in Table 7 are larger than those in Table 6 . For instance, the change in the 5-month stock return of the PC01 firms is higher than that of the PC00 firms by 14.8%. In Panel B of Table 7 , we compare the changes in the BHARs of the PC11 and PC00 firms from the pre-election to the post-election periods. We find that the changes in the BHARs of the PC11 firms are not statistically different from those of the PC00 firms in all the intervals. Further, in Panel C of Table 7 , we compare the changes in the BHARs of the PC10 and PC00 firms. The changes in the BHARs of the PC10 firms are not statistically different from those of the PC00 firms in all the cases. In summary, we obtain results consistent with the results of Table 6 even when the method of propensity score matching is applied.
Thus, the finding that the stock market anticipated that firms would benefit from building new political connections is a robust result.
Conclusion
In this paper, we investigated the extent, determinants, and implications of the political connections of firms at the peak of democracy in prewar Japan. We defined a firm to be a politically connected if at least one of its directors or auditors was a member of the House of Representatives.
We examined what determined the incidence of political connections, and how political connections affected firm values. We used the data of publicly traded companies in the periods before and after the 1928 and 1930 general elections, when democracy and the power of political parties were at their peak in prewar Japan.
First, we found that the percentage of politically connected firms in prewar Japan was 19.6%. This is much higher than 1.34%, the ratio of politically connected firms in contemporary Japan.
Second, we revealed that smaller or badly performing firms and firms in the electric utilities and railroad industries (where government licenses were important) were more likely to have political connections. Third, we found that the stock returns of firms that had new political connections improved from the pre-election period to the post-election period. On the other hand, the stock returns of firms that already had political connections before the election and retained them after the election did not increase in that period. This implies that the stock market highly evaluated new political connections.
From our results that firms with poor performance tended to have more incentives to have political connections and that they could improve their firm values, we can derive a welfare implication. If politically connected firms actually enjoyed rent in the form of some benefits from the government, political connections could distort the efficiency of resource allocation. However, this paper does not directly conduct any welfare analysis. The evaluation of political connections in terms of social welfare remains to be addressed in future research. .61 Significance at 1%,5% and 10% level are denoted by "***" "**" and "*". The figures in parentheses indicate the standard errors. Significance at 1%,5% and 10% level are denoted by "***" "**" and "*" 
